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ABSTRACT 

This guide to creative home financing outlines basic 
concepts needed in shopping for a home loan. Many plans are described 
so that buyers can make their own decisions. The guide contains three 
sections: (1) getting started — highlighting the essentials? (2) 
defining terms; and (3) payment tables. The first section summarizes 
15 financing plans in a reference chart; fixed rate mortgage; 15-year 
mortgage; adjustable rate mortgage; renegotiable rate mortgage 
(rollover); balloon mortgage; graduated pajTnent mortgage; shared 
appreciation- mortgage; assumable mortgage; seller take-bacX; 
wraparound; growing equity mortgage (rapid payoff mortgage); land 
contract; buy-down; rent with option; and reverse annuity mortgage 
(equity conversion). Type, description, and considerations are 
included for each plan. In addition to defining the 15 summarized 
plans, the second section discusses changing rates, reading the fine 
print, and losing ground. The third section includes some financial 
tables to estimate the monthly costs for principal and interest of a 
specific mortgage or loan. An index and Federal Trade Commission 
addresses and phone numbers are included. (NLA) 
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Getting Started 



If you've been thinking about buy- 
injg a home, you may wonder how 
to select the right financing for your 
budge; and needs. Many types of 
mortgage are now availabie, and 
new plans are continually r>i:ing in- 
troduced. With all these ;.hoic€S, you 
may wonder what to look for. 

Some of the mortgages now avail- 
able are traditional plans, with inter- 
est rates and payments that remain 
constant throughout the loan and 
pay off your debt over a long period. 
Others represent a departure from 
the older plans: they can invc^lve 
more risk for the buyer and are 
frequently tied to changes in the 
market. But they also can make 
home buying possible and may offer 
lower interest rates. 

So if you want to purchase a 
home, you can still find the right 
mortgage for your needs. But to 
make sure you understand the 
choices, you should educate your- 
self first. 

This guide v\ ill introduce you to 
some of the many plans available. 
Other sources of information include 
your state, county, or city consumer 
affairs office; local realtors, home 
builders, and lenders; bookstores; 
and the real estate section of your 
newsj^per. You may also want to 
buy a book of mortgage payment 
tables to help you calculate whether 
you can afford a specific loan. 

Abtwe all shop carefully And, as 
vou read through this booklet, keep 
in mind the following: 

□ Don't use yesterday's assump- 
tions about today 5 real estate 
market, 

n The key is affordabilit>^ Consider 
vour total housing costs — includ- 
ing loan payments (now and in 
the future), maintenance, pn>p- 
erty taxes, and your anticipated 
income changes- 

□ Look into several sources of 
financing. You may be able to 
combine two or more mortgages. 



□ Ask questions. For example, an 
enthufiiastic seller may not be fa- 
miliar w lin the fine pomts ot th^* 
financing arrangement. 

□ Negotiate with the seller or 
lender. Better terms may be a\ ail- 
able than those initially ottered. 

□ Consider getting an attorney or u 
real estate brisker to represent 
you. This could W the largest 
investment of your lite, 

□ Study all available materials about 
your mortgage costs. With K>ans 
from institutional lenders, the 
crc»ditor is required to give yi>u a 
statement of your loan ct^sts and 
terms before you sign the agree- 
ment- This information wiP 
include the "annual percentage 
rate" (APR) which measures vour 
total credit rosts. including 
interest, pinnts, and mortgage 
insurance. 

Finally if you're thinking about 
refinancing your current home mort- 
gage, you may also find this guide 
helpful. When you refinance. yi>u 
are actually signing a new mortgage 
and paymg off your present one. So. 
vou might save money by switching 
to a different t\'pe of mortgage. Ask 
*>everal lenders w hat terms and 
types of mortgages are available, 
and bargain for the deal that best 
suits vour needs. 



HiGHLiGimNG The Essentials * 




Reverse Annuity 
Mortgage 

(Equity Conversion) 
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-pyasv st'c the M'ttum 'Defining Vuur Tt'rms" on pagt's 4- 15, f»T addilionat discussion oi these 
loncepts. 



Offers stabUitv' and long-term tax advantages. Interest rates may be higher than other t\ pes ot 
fmancing New tixtnJ rates are rarelv assumable. 



Frequently ottered at hlightlv reduced interest mv letters taster accumulation t\{mt\ than 
tradibonai hxed rate mortgage but has higher monthiv pavnients Involvi'?^ pavmy; less intcreNt but 
this may result m fewer Ux deductions. 

Starting mten^st rate js shghtJv beluw market but payments can mcredse sharplv and rrt^^uentlv u 
index increases Payment cap. prevent wide tluctuatu^ns m pa\Tnents but mav cause negative 
amt>rtizahun (see bin. page 15). Rate caps bmit amount total debt can ixpand 



i.cNs ttvi »u *.hangi»> in mteresl rate ottiT ^mw su^biht\' 



Otter»i low monthly pavment^i but fv^s^b]^ i^i^ i^quitv until U^in ib tijilv paid W hi»n due. loan mu>l 
K» paid on or rrtmanced. Rt»ftnancm^ jx^m's hi^h n>k if ratt^ clunb. 



Fasier to quaUt\' tor Buver s uia>me must bt* abii» to ktvp pace with >chcduii»d pa\ mont mo-iMM^ 
with an adiustable rate, payment mcreases Iha ond the graduated pa\nu-nts can re**uU in additiona 
negative amortization (see box. page 13) 

\t hvime appreciates greatlv. total Ci>st ot loan iump> It home tails to apprenatv ptt^ievtod ini reasi- 
in value mav still U?due. ret^uinn^ rclmancm^ at possibiv highi»r rates. 

l owers monthlv pavrnents Mav pnihibited \t \iuv on sale clause- !s m v^n^inal mortgage ^n^v 
Kn, page 12). Not pt-rmstted on most new tixed rate morti^a^es 



Mav orter a below -market mtcre^t rate; mav have a balit^^n pavment requmn*; tull pavment m a 
vears or nt»tmannn|^ at market rates, \> huh couid sharplv uuTeast* debt 

I ender mav call m old mortgage and require hu;her rate Ir buver detJuU^ seller nniM take li cai 
actKM^ io colieit debt 



Permits rapid pavi^tt ot debt btnause pavnunU jmreases reduce pniuipai Buver intome mo^t be 
able to keep up with pavment increases. 

Mav tetter no t^]uitv until kvm is tullv paid. Buver has tew pniteitjons it conthc t ans^-s dunnv; loa.i 



C>tter . a break irom higher pavments dunn^ eariv years Fnable-i buver with Unver mx:omv to 
v^uaiitv With adiustable rate mortgage, pavments mav ;ump substantjallv at end i^t subsidv 
DeveioptT mav mcrease sellmg pnce 

I nabit^ rentt^ to bus time to obtam down pa\ ment and decide whether to punfiast*. L^vks m pf 
during m!lationar\ times F ailure to take optum m.Mns loss of opuon tee and rental pavment^. 



c:an pnwide homeinvners with needed vash At end ot term bi^mnver must ha\e monev avaj 
lo avoid sellmg pmpi''rt\' or retmancmg. 
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Defining Your Terms 



To buy or sell a home today, it's 
impcirtant to know the vocabulary. 
Don't let terms like "amortization" 
or 'appreciation" scare you. Under- 
standing the concepts can save you 
time and money; it can also prevent 
vou from obtaining a mortgage ill- 
suited to your net^s. 

Three important words are: "inter- 
est/' "principal" and ''equity," 
When you first buy a home you're 
likely to make a down payment on 
the property But, because you fi- 
nanced the punrhase, you are now in 
debt and the lender 'owns" most of 
the property's value. In traditional 
mortgages, the monthly payments 
on the loan are weighted. During 
the first years, they are largely inter- 
est; in tirne, more of each payment is 
credited to the loan itself, or the 
prmcipai Gradually as you pay off 
principal, you build up ajuity. or 
t>wnership. Your equity alsi> in- 
creases if the value of the home 
increases. This process of gradually 
t)btaining equity and reducing debt 
thmugh payments of principal and 
interest is called amortizatum. 

Until recently most mortgages had 
lixed monthly payments, a fixed 
interest rate, and full amortization 
(or transfer ot et]uit\') over a period 
oi 20 to 30 years. These features 
worked in the buyer's favor Infla- 
tion made your payments seem less 
and your property worth more. So, 
although the payments seemed hard 
to meet at first, over time, it became 
easier 

Many home financing plans are 
different from traditional mortgagej>. 
Thev may help yim buy a home you 
otherwise couldn't, but they also 
mav involve greater risks for buyers. 
For example, the interest rate and 
monthly payments may change dur- 
ing the loan to reflect what the 
market w ill bear. Or the interest rale 
may fluctuate while the payments 
stay the same, and the amount of 
principal paid off may vary. The 
latter approach allows the lender to 
credit a greater portion of the pay- 



ment to interest when rates are high. 
Some plans also offer beiow-market 
interest rates, but they may not help 
you build up equity 

In shopping for financing sources 
today, keep in mind the terms which 
are keys to the atordability of the 
home: 

□ the sales price minus your dtmm 
payment, or amount you finance; 

□ the length, or maturity of the loan; 

□ the size of the monthly payments: 

□ the interest mtc or rates; 

□ whether the payments or rates 
may change; 

O how ofteft and how much the pay- 
ments or rates may change; and, 

□ whether there is an opportunity for 
refinancing the Unin when it ma- 
tures, if necessary. 

These concepts will be discussed in 
greater detail as we describe specific 
types of financing. 

Fixed Rate Mortgage 

Fwt»d rate mortgages have an inter- 
est rate and monthly payments that 
remain a>nstant over the life of the 
loan. This sets a maximum on the 
total amount c^f principal and inter- 
est you pay during the loan. Tradi- 
tionally, these mortgages have been 
long-term. As the loan is repaid, 
iiwnership shifts gradually from 
lender to buyer 

For example, suppose you bomnv 
S50,()00 at 13% for 30 years. Your 
monthlv payments on this loan 
would be S553.10. Over 30 years, 
vour total obligation fi>r principal 
and interest would never exceed this 
fixed, predetermined amount. 

Fixed rate mortgages are usually 
available at higher rates than many 
other types of loans. But, if you can 
afford the monthly payments, infla- 
tion and tax deductions may make a 
fbced rate mortgage a good financing 
method, particulariy if you are in a 
high tax bracket and need the inter- 
est deductions. 
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V-ar mTtti thr Date Uvm V*t$ CraiH^d 

Fixi d Rate Mortgage 

Tnuiitiomlly h^tk interest rate ami 
monthly pawwnt'^ are ftxed for the life of 
the loan ^ 

Fifteen Year Mortgage 
The fifteen year mortgage is a varia- 
tion of the fixed rate mortgage that is 
becoming increasingly popular This 
mortgage has an interest rate and 
monthly payments that are constant 
throughout the k>an. But, unlike 
i>ther plans, this loan is fully paid off 
in only fifteen years. And, it is 
usually available at a slightly lower 
interest rate than a longer-term loan. 
But it also requires higher payments. 

Suppose vou buy a house for 
5100,000, and after making a $15,000 
down payment, vou still need to 
borrow $85.0(X). Vou find a 30-year 
mortgage for 12%. This means your 
monthly payments would be 
S874.32. But, another lender offers 
you a IS-year plan for a lower rate, 
11,5%. However, under this plan, 
your payments would be $^2.% 
S119 higher than the longer-term 
financing. 

In the fifteen-year mortgage, you 
pay off the loan balance faster than a 
long-term loan. Because oi this, a 
smaller proportion of each ot your 
monthly payments goes to interest. 
So, if you can afford the higher 
payments, this plan will save you 
interest and help you build equity 
and own your home faster Because 
vou are paying less interest, though, 

'^Thi' iham c^mamfHi jn fhj* manual art* ior i\\MsUaH\r 
purpif**^ i>n)v Thty are not intf tided h« prfOM* ri*prr^ 
HrntafttmN trf each tvpe ot mortgage 



vou may also have fewer tax 
deductions. 

Adjustable Rate Mortgage 

Adjustable rate mortgages have an 
interest rate that increases or de- 
creases over the life of the k>an 
based upon market conditions. 
Some lenders refer to adjustable 
rates as flexible or imnal)le. Bet ausi* 
adjustable rate loans can have dif- 
ferent provisions, you should evalu- 
ate each one carefully. 

In most adjustable rate U>anh Vi>ur 
starting rate, or "initial interest rate/* 
will be lower than the rate otfered i)n 
a standard fixed rate mortgage. This 
IS because your long-term risk is 
higher — your rate can increase 
with the market — so the lender 
otters an inducement to take this 
plan. 

Changes in the interest rate are 
usually governed by a financial in- 
dex (see box, page 10), If the index 
rises, so may your intea*st rate. In 
»iome plans, if the index falls, so mav 
vour rate. Examples i»f these indexes 
are the Federal Home Loan Bank 
B^>ard's national average mortgage 
rate and the U.S. Treasury' bill rate. 
Generally, the more sensitive the 
index is to market changes, the more 




Adfustable Rate Mortgage 

If there are no paynumt or rate cups, 
interest rate and monthly paymetits flue 
tuateaet ordin^i to an index. 
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Adjmtable Rate Mortga^ 
Rate Cap 

mth a rate cap. wen if the index nses. 
{fiCTfases in the rate and monthly pay- 
ment are limited. 

frequently your rate can increase or 
decrease. 

Suppose your interest rate is tied 
to the Bank Board index. Your mort- 
gage limits rate changes to one per 
year. alUiough it doesn't limit the 
amount of the chan^. For example, 
assume your starting interest rate is 
n % on September 1, 1986. Based or 
these terms, if the Bank Board index 
rises 2 percentage points by Sep- 
tember 1, 1^. your new rate for the 
next year will be 13%. 

Rate Caps 

To build predictability into your ad- 
justable rate loan, some lenders in- 
clude provisions for "rate caps" that 
limit the amount your interest rate 
may change. These provisions limit 
the amount of your risk. 

A periodic mte mp limits the 
amount the rate can increase at any 
one time. For example, your mort- 
gage could provide that even if the 
mdex increases 2% in one year, your 
rate can only go up 1%. Anaggregate 
rate cap limits the amount the rate 
can increase over the entire life of 
the loan. This means that, for exam- 
ple, even if the index increases 2% 
every year, your rate cannot increase 
more than 5% over the entire loan. 



Many flexible rate mortgages ofifer 
the possilnlity of rat«s f hat may go 
down as as up. In uame loans, if 
tlw rate can onty incxettS'i 5%, it may 
only decrease 5%. if no limit is 
placed cm iww h^ fate can go, 
there nuy be a pvDviftkr*^ tlwt also 
allows your rate to go down akmg 
with the 'mdex. 

Because they limit the tender's 
return, capped raws may not be 
availabte through every lendet 

Payimsit Ca|M» 

If the interest rate on your adjustable 
rate loan increases and your loan has 
a payment cap. your monthly pay- 
ments may not rise, or Uiey may 
increase by less than changes in the 
index would require. 

For example, assume your mort- 
gage provides fcr unlimited changes 
in your interest rate but your loan 
has a $50 por year cap on payment 
inaeases. You started with a 11% 
rate on your $75,000 mortgage and a 
monthly payment of $714.24. Now 
assume that your index increases 2 
percentage points in the first year of 
your loan. Because of this, your rate 
increases to 13%, and your pay- 
ments in the second year two should 




Vw Imm tht DM* Loan Mb Cm^ 

Adjustable Rate Mortga^ 
Payment Cap 

If the index increases, so does the mterest 
rate. Hmvever. monthly payment 
changes are limited (although the total 
amount owed may mcratse). 
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rise lo S828.33. Because ot the pa\ ~ 
nient cap, lunveN er. wni 11 onlv pa\ 
S7h4,24 per month in the second 
\'ear 

But remember: it \ our payment- 
capptni loan results in monthly pay- 
ments that are lower than \ our inter- 
est rate Wiiuld require. \ ou still owe 
the ditterence. Negative amortiza- 
tion tsee Ih^x page 1?) mav take place 
to ensure that the lender eventualU 
rtveives the lull amiumt. In most 
pa\'ment-capped mi^rtgages the 
amount ot principal paid i^tt changes 
when interest rates fluctuate Sup- 
pi>se \'ou are pa\"mg Sb^O a month 
with S?tK) gtMHg toward interest, 
with vour rate at 12*\>. Ihenvour 
rate increases to l?^\v This means 
M^ur monthly pa\ nient shiuild uv 
crease to!>t>^7 3^, but because of a 
uip. It increases to oniv Sx^T^, Be- 
cause this change m interest rates 
increases vour debt the li nder mav 
funv appiv a larger pi^rtion o\ vtuir 
payment to interest. U rates uet verv 
high, even the full amount 4>t vour 
nH>nthlv payment (Sb7!^) WiMi t be 
enough to cover the interest ow ed: 
the additional amount ot mterest 
vi>u ow e will be acided to the prin- 
cipal. This means vou now tnve — 
.md e\'entuanv nviII pa\ interest 
on interest. 

\^ariationii 

One variation o\ the adjustable rate 
tnortgage is to li\ the mterest rate ti^r 
a penod ot time — 3 tc^ 3 vears, tor 
example — with the understanding 
that the inten*st rate u ill then be 
u'UiXi'tuitcd, l oans with penodicailv 
renegotiated rates an* also called 
^^/i^uvr wort^ii^C"^. Such Unms make 
numthlv pavmvMits more predictable 
because the interest ratt^ is iixed tor a 
k>ngi*r time. 

Another variation is lhe;'ii'i^v:Ci^ 
hiiHiHt huu'ihicn tHort^as;c with afi 
.hiiustablr rate I his plan was intro- 
duced bv the Federal Xationai Mort- 
gage Assoc4atu)n iFannie MaeK 
\N hich buys mortgages triMn lenders 
.uid provides a mau^r si>urce ot 



money tor tuture mortgage otlenngs. 

In this plan, a large initial pay- 
ment is made to the lender at the 
time the loan is made. The pa\'ment 
can be made by the buyer, the 
builder, or anyone else willing to 
subsidize the loan. The payment is 
placed in an account with the lender 
where it earns interest. This plan 
helps lower vimr interest rate tor the 
first year 

This plan could lower your 
rate, tor example, by 4*\i in the tirst 
vear It Vi^u bomnved S3l\tW at 

ior example, this wi>uld reduce 
vour rate to and vour monthly 
payments to S402.3T a savings ot 
approximately SI 31 monthly I hen. 
tor the next 5 years. \ our interest 
rate w iuildonlv increase, ttir exam- 
pie- bv ! point each year Atter that 
vour mortgage becomes an adiusta- 
ble rate mortgage with interest rate 
and payment changes b.^sed upiMi 
an index. 

This plan mav noi include anv 
payment or rate caps i>ther than 
those in the first years. But there 
alsi^ ?7ia\* not bv negative amortiza- 
tion, so possible increases in vour 
total debt may K* limited. Because o\ 
the buv-dmvn teature. some bu\ ers 
mav be able to quality tor this li^an 
who otherw ise WiUiid not bv i hgible 
\or tmancing. 

Summary^ 

In shopping tor an\ t\ pe ot ad insta- 
ble rate loan, remember to look tor 
the following: 
, : the initial interest rate: 
Z how otten the rate mav chan\;e: 
" how much the ral • mav change, 
Z the initial monthly payments: 
; hinv t^tten pa\ ments mav i hange, 
Z how much the payments mav 
change: 

the mortgage term: 
:j how i>«en the term ma\' change: 
:: hovv much the term inav change; 
Z the index that rate, payment, or 

term changes are tied to; and 
Z the limits, it any on negative 

amortization. 




UiUhnm Mortgage 

Itxai mtcn^t mtc: immi*fU!> areaho 
ftxcd but may appiu onlu to intcn'st, 
After s/iorf tirm, a unal imymcnt ct 
pnuapal i> dui". 

Balloon Mortgage 

Balloon mortgage*^ have a series ot 
equal monthlv payments and a large 
final payment. Although there usu- 
ally is a fixed interest rate, the equal 
pavments may he tor interest only 
The unpaid balance, trequentlv the 
pimcipal or the original amount vou 
borrowed, comes due in a shi^rt 
period, usualiv 3 to 3 years. 

}\)r example, suppose you borrcnv 
S30,1XK) tor ^ years. The interest rate 
!s 13''a, and the monthly payments 
are onlv S323. But in this example, 
the pavments cover interest onh; 
tuid the entire principal is due at 
maturity — in 5 years. That means 
you'll have to make 59 equal 
monthlv payments ot S323 each and 
a tinal balloon payment of S30,323. It 
vou can't make that hnal payment, 
vou 11 have to refinance (it retinanc- 
mg is available) or sell the property. 

Some lenders guarantee refinanc- 
ing when the balKuin payment is 
due. although thev do not guarantee 
a certain interest rate. The rate could 
be higher than yimr current rate. 
i^theMenders do ni)t otter automatic 
relma^going. Without such a guaran- 
tee, ViHi could be torced to start the 
whole business ol shopping tor 
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hi^using money once agam, as well 
as paving closing costs and tumt- 
end charges a second time. 

A balUnm note mav also be otteu^d 
by a private seller w ho is continuing 
to carr\' the mortgage he or she Unyk 
out when purchasing the home. It 
can be used as a stvond mortgage 
where vou also assume the seller's 
first mortgage. 

Graduated Payment Mortgage 

Graduated payment mortgages 
(GPM) are designed tor home 
buyers who expect to be able to 
make larger monthly payments in 
the near future. During thu earlv 
years of the loan, payments are rela- 
lively low. The%' are stmctured to risi 
at a set rate over a set penod, say ^ 
or U) years. Then they remain con- 
^tant tor the duration ot the loan. 

I wn though the payments 
change, the mtea-st rate is usually 




Cfraduatcii Paymmt Mortgage 

Ftxcd mtvrc^t rati ipuwm'nh n^cs^fiuiu 
ally for f?rs/ tcic }fan> then U'lrl ott U^r 
Junittofi i^t loan. 

tixed. Si> during the earlv vears, 
\ t^ur pa\ ments are K^w er than the 
amount dictated bv the interest rMv 
During the later years, the difference 
is made up by higher payments. At 
the end ot the loan, viui w ill liave 
paid off yc>ur entire debt. 

One variation ot the i\V\\ is the 

ii 



ifraduated payment, adiustablc rate 
mortage. This loan aha has gradu- 
ated payments early in the U>an. But, 
like other adjustable rate loans, it 
ties vour interest rate to changes in 
an agreed-upon index. If interest 
rates climb quickly greater negative 
amortization occun; during the 
period when payments are low If 
rates continue to climb after that 
initial period, the payments will 
too. This variation adds increased 
risk for the buyer. But if interest rates 
decline during the lite of the loan, 
vour payments may as well. 
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Grouing Equity Motigage 

Fixed interest rate, but jmiftnents may 
rise acconiing to agreed-upon schedule or 
an index. Increases are applied to pnnd- 
pai shortenifjg term lyfUwi. 

Growing Equity Mortgage 
(Rapid Payoff Mortgage) 

The gnnvmg equity mortgage 
(GEM) and the rapid pavotf mort- 
gage are among the other plans on 
the market. These mortgages com- 
bine a fixed interest rate with a 
changing monthly payment. The in- 
terest rate is usually a few 
percentage points below market. Al- 
though the mortgage term mav run 
tor 30 vears, the li>an will frequently 
be paid off in less than 13 years 
because payment increases are ap- 
plied entirely to the principal. 



Monthly payment changes are 
basei' on an agreed-upon schedule 
oi increases or an index. For exam- 
ple, the plan might use the U S- 
Commerce Department index that 
measures after-tax, per capita m- 
come, and your payments might 
increase at a specified fnmion of the 
change in this index, sav 75%, 

Suppi^se you're paying S500 per 
month, in this example, it the uidex 
uicreases bv 8%, you will have to 
pay 75% ot that, or b%. additional 
Yoiar payments will increase to S53(l 
and the additional $31) vou pay will 
U? used to reduce your principal. 

With this appmach, your inconu* 
must be able to keep pace with the 
increased payments. The plan dov> 
not offer long-term tax deductions. 
However, it can permit yim to pav 
off your loan and acquire equitv 
rapidly 

Shared Appreciation 
Mortgage 

In the shared appreciation mortj^age 
(SAM), you make monthly pay- 
ments at a relatively low interest 
rate. You alsiJ agree to share with the 
lender a si/able percent «usuallv .^0% 
to 50%) of the appR'Ciation in Vi^ur 
home's value when vou sell or trans- 
fer the home, or after a specified 
numbi^r ot years. 

Because ot the shared apprecia 
tion feature, mt>nthly payments m 
this plan are Un» er than in manv 
other plans. Hi7wevei, vou mav be 
liable for the dollar amount oi the 
property's apprecia*:on even rt vou 
do not wish to *^ell the pmpertv M 
the agreed-upon date. Unless vou 
have the cash available, this could 
totce an early s<ile ot the propertv 
Also, it propertv values do x^ot in- 
crease as anticipated, vtHi ma\ still 
be liable tor an additional annnnit ot 
interest. 

There are manv variations ot this 
idea, tailed s/iam/njuifv plans. SiMiu 
an' offered bv lending mstitutions 
an^i lathers bv individuals. For exam 
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p!t' -^uppi^si* viUj \ o round a honn' 
tor sUH),iHH) ni a ntMi;hbvirhiH>d 
\s Uvvv pmpi'i tv vaiiu^s art* n^ini; 
1 hv iivai sovui^N ajui loan is charg- 
iiii; i>n hcHiiv morti^agos; as- 
suming vou paid S20.lHK> dow n and 
JioM'a 30-> iMr tvrm, \ our monthls 
pavmonts wmiki Iv t?S2I:,S*^*. or 
abiHi! tNMCt^ hat vou l an attord. Hut 
a tncnd ottors to holp. Nfur triond 
will pav halt oi iMih monthlv pa\ - 
nnnil or >42(l tor ^ \ t^rs. At thv ^-nd 
iU that time, s ou both a^^unu• tho 
iis)iisi* \\\\\ bv uorth at Um^i 
sj2^^ OOi) Nou can m^II it. and vour 



tnt'nd lan rivoviT his or her sjvue ot 
the monthiv pa\ nuMits to date plus 
!ialt o\ the appreeiatum i>rS12,^iH> 
to; a tv>tal oi S37 TOll Ot, vou ean 
pav ViUir tnend tliat same sum v^t 
tnonev and ^ain un-reased iH|uit\ .p 
the hi>usi\ 

Another variation mav i;ive \ our 
partner tax advantai;es dunni: the 
tirst vears o\ the morti;at;e. atter 
ivhu h Mie partnership is dissolved, 
i^ou i.an buv out vmir partner vn 
find a new ojie. i "iour partner helps 
maki» the purchase possible b\' put- 
link; up a si/able din\ n pavment and 



Changing Rates 



Lenders use indexes to decide 
when to raise or lower the interest 
rate on an adjustable rate mort- 
gage. For example, when the fi- 
nancial index your lender uses 
rises, the interest rate on your 
mortgage may ako increase — it 
depends on how the index is 
applied. Fluctuations in the inter- 
est rate can change your monthly 
payments, mortgage length, or 
principal balance. 

Some of today's most fre- 
quently used indexes are: 

□ the rate on 6-m(mth Treasury bills, 
or on 3-ytHir Treasury notes (or 
how much the U.S. Treasury is 
willing to pay on money it 
borrows); 

□ the Federal Home Lmin Bank 
Board's national atferage mortgage 
contract rate charged by major 
lenders on the purchase of pre- 
viously occupied homes (or 
how rnuch people are paying 
on new mortgages nation- 
wide); and, 

□ the average aists offntids for 
savings and U>ans i -"sured by 



thv Federal Savings and Loan 
Insurance Corporation (or how 
much lending institutions are 
paying on the money they 
bcffrow). 

Some indexes reflect what the 
market will bear across the coun- 
try; others reflect local trends. 
Also, some money indexes are 
controlled solely by individual 
lenders. The index you select 
should be one that can be verified 
easily; its past performance may 
^ve you an indication of how 
stable it is. Have someone with 
expertise translate past and po- 
tential changes into dollars and 
cents. 

Also find out how the index is 
used. For example, if the index 
changes monthly, is the lender 
also changing the rate on your 
loan monthly? Or, are there limits 
on the rumfc«r of times and/or the 
amount your rate can fluctuate? 

Finally, check how much ad- 
vance v.-aming the lender will 
give you before your new rate 
and/or new payments go into 
effect. 
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K^T helping make the monthly pay- 
ments. In return, s our portner miiv 
be able to deduct ,\ certain amount 
from his or her taxtible income. Be- 
fore pnueedmg uith this type ol 
plan, chtxk with the Internal Reye- 
nue Seryice to determine the exact 
requirt^ments. 

Shared appreciation and shan^d 
equity mortgaget!^ \yere partly in- 
spired by rising interest rates ano 
partly by the notion that housing 
values would continue to gnnv oyer 
the years to come. It prc^perty yaiurs 
tall these plans may ni>t be 
available. 

Assumable Mortgage 

An assumable mortgage is a mort- 
gage that can be passed on lo a new 
invner at the preyious mvner s inter- 
est rate. For example, suppi^se 
you're interested in a S73.0O0 hmne. 
"iou make a do\vn payment of 
S25.()IX), and yvu still owe S=^(ll)(>tr 
The owner ot the home has paid ott 
S2t5.()O0 ot a S30.1KX), 10*\> mortgage. 
You assume the present .>wner s 
mortgage, which has SlU. 000 out- 
standing. Vou also make additional 
fmancing arrangements ti>r the re- 
mainmg S40.0{H), tor example, by 
borrowing that amount trom a mort- 
gage company at the current market 
rateiU 12^'o. Your overall interest 
rate is low vr than the market rate 
because paii vm the money vinj owe 
IS being repaid at 10%, 

During periods ot high rates, most 
lending institutions are reluctant to 
permit assumptions, preferring to 
write a new mortgage at the market 
rate. Some buyers and sellers are 
still using assumable mortgages, 
hi>weyer. This has recently resulted 
m many lenders calling in the loans 
under "due on sale" clauses (see 
box. page 12). Because these clauses 
have mca^a^ingh t^een upheld in 
court, many mortgages are no 
longer legally assumable. Be espe- 
cially Ci>reful therefore, if vou are 
c onsidering a mortgage represented 



as "assumable ' Read the contract 
I aretuUv and ccmsider having an 
attorney or either expert check to 
determine if the lender has the right 
to raise vour rate in this mortgage. 

Seller Take-back 

This mortgage, prox idtxl by the 
seller is frequently a "second trust ' 
and iscombmed with an assumed 
mortgage. The second trust (or "sec- 
i>nu mortgage ') provides financing 
in addition to the tirst assumed 
mortgage, using the same pmpertv 
as collateral. (In the event ot detauit. 
the secimd mortgage is satisfied 
arter the first). Seller take-backs tre- 
ijuentlv invi^ive payments for inter- 
est only, with the principal due at 
maturity. 

I or example, suppose you want to 
buy a S130,IXH) home. The seller 
inves $70.tXK) on a 8''o mortgage. 
You assume this mortgage and make 
a $30,IHX) down payment. You still 
need S50J)(K). St) the seller gnes you 
a second mortgage, or take-back, tor 
S50.1XX) for S years at 10"b (well 
below the mark*'t rate) with pay- 
ments of S41b.b7. However, vour 
payments are tor interest only and 
\n 3 years you will have to pay 
S50,1M)0. The seller take-back, in 
iUher W4>rds. may have enabled vou 
to buy the home. But it may also 
have lett yi>u with a sizable balKH>n 
payment that must be paid oft in the 
near future. 

Some private sellers are alsi> otter- 
ing first tmsts as take-backs. In this 
approach, the seller finances the 
maji^r portion of the loan and takes 
back a mortgage on the pn)perly. 

Another development now en- 
ables private sellers to provide this 
type ot financing more trequenth*. 
Previously, sellers lettering take- 
backs were required to carry the loan 
to tull term beft>re i^btaining their 
equity. However, now. if an institu- 
tional lender arranges the U)an, uses 
standardized forms, and meets cer- 
tain other requirements, the owner 
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takc-bai'k can bo >oki iinmodiatcK' to 
I annio Mac. This approach onablcs 
tho M^Uor to obtain equity pnnnptiv 



and avoid havin>; toiolkvt munthlv 
payments. 



Reading the Fine Print 



Before going ahead with a creative 
home loan, you may want to have 
a lawyer or other expert help you 
interpret the fine print. Vou may 
aiso want to amsider some of the 
situations you could face when 
paying off your k>an or selling 
vour pn>pert\'. Also, make sure 
vou understand the terms in your 
agreement — such as acceleration, 
due on sde clauses, and uvwers. 

An acceleration clau^ allows the 
lender to speed up the rate at 
which your loan comes due. Sup- 
pose you've missed a payment, 
and your contract gives the lender 
the nght to "accelerate" the loan 
when a payment is missed. This 
means that the lender now has 
the power to force you to repay 
the entire loan immediately 

Here, taken fn>m a mortgage 
contract, is a sample acceleration 
clause: "In the event any installment 
of this note is not paid wheti due, time 
beinif of the essence, and such in- 
stallmettt remains unpaid for thirtjf 
(30) days, the Holder of this Note 
may. at its option, unthout notice or 
demand, declare the entire principal 
i^um then unpaid, together with se- " 
cured interest and late charges 
theram, immediately due and pay- 
able. Vte lender may unthout further 
notice or demand inwke the pimvr of 
sale and any other remedies permitted 
by appliaible lau\ " 

Note the use of the term "with- 
out notice" atH>ve. If this contract 
pnnision is legal in your state, 
you have wafoed your right to 
notice. In other words, you've 
given up the right to be notified of 
some ixt^rrence— for example, a 



missed payment. If you've 
waived your right to notice of de- 
linquency or default, and you've 
made a late payment, action may 
be initiated against you before 
vou' ve been told; the lender may 
even start to foreclose. 

Know whether your contract 
waives your right to notice. If so, 
vibtain a clear understanding in 
advance of what you're giving up. 
And consider having your attor- 
ney check state law to determine 
if the waiver is legal. 

A due on sale clause gives the 
lender the right to require im- 
mediate repayment of the balance 
\ ou owe if the prLipert}' changes 
hands. Here's an example of a 
due on sale clause: "If all or any 
part of the Property or an interest 
therein is sold or transferred by Bar- 
roieer without lender's prior written 
consent. . . Lender may. at Lender's 
option, declare; all the sums securai by 
this Mortgage to be imm^iately due 
and piyabk. " 

Due on sale clauses have been 
included in many mortgage con- 
tracts for years. They are being 
^enforced by lenders increas'mgly 
when buyers try to assume sell- 
ers' existing low rate mortgages. 
In these cases, the courts have 
fn?quently upheld the lender's 
right to raise the interest rate to 
the prevailing market level. So be 
especially careful when consider- 
ing an "assumable mortgage." If 
vour agreement has a due on ^le 
provision, the assumption may 
not be legal, and you could be 
liable for thoiJ«!^uus of additional 
doUare. 



Wraparound 

Another variation on the second 
mortgage is the wraparound. Sup- 
pose you'd like to buy a $75,(XX) 
condor nium and can make a 
$25,CXX Jown payment, but can't 
afford the paymerits at the current 
rate (12%) on the remaining $^,CKX). 
The present owners have a $30,(XX), 
8% mortgage. They offer you a 
S50,000 wraparound mortgage at 
10%. The new k>an wraps arvund the 
existing $30,000 mortgage, adding 
S20.000 to it. You make all your 
payments to the second lender or 
the Geller, who then forwards pay- 
ments for the first mortgage. You'll 
pav the equivalent of 8% on the 
530,000 to the first lender, plus an 
additional 2% on this amount to the 
second lender, plus 10% on the 
remaining $20,000. Your total loan 
costs using this approach will be 
lower than if you obtained a loan for 
the full amount at the current rate 
(for example, 12%). 

VNfraparounds may cause problems 
if the original kinder or the holder of 
the original mortgage is not aware of 
the new mortgage. Upon discover- 
ing this arrangment, some lenders or 
holders may have the right to insist 
that the old mortgage be paid off 
immediately 

Land Contract 

Borrowed from commercial real es- 
tate, this plan enables you to pay 
below^market interest rates. The in- 
stallment land contract permits the 
seller to hold onto his or her original 
beknv-market rate mortgage while 
"selling" the home on an installment 
basis. The installment payments are 
for a short term and may be for 
interest only. At the end of the 
contract the unpaid balance, he- 
quently the full purchase price, must 
still be paid. 

The seller continues to hold title to 
the propertv unhl all payments are 
made. Thus, you, the buyer, acquire 
no equity until the contract ends. If 
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Fixed Rate Mortgage with Buy-doum 
Rate and payments are relatwdy low for 
first few years, then jump to reflect full 
mte in mortgage, 

you fail to make a payment on time, 
you could lose a major investment. 

Ttiese Ic^ns are popular because 
they offer lower paymente than mar- 
ket rate loans. Land contracts are 
also being used to avoid the due on 
sale clause (see box, page 12). The 
buyer and seller may assert to the 
lender who provided the original 
mortgage that the due on sale clause 
d(^s not apply because the property 
will not be sold until the end of the 
contract. Therefore, the low interest 
rate continues. However, the lender 
may assert that the contract in fact 
represents a sale of the property. 
Consequently, the lender may have 
the right to accelerate the loan (see 
box, page 12), or call it due, and 
raise the interest rate to current 
market levels. 

Buy-down 

A buy-down is a subsidy of the 
mortgage interest rate that helps you 
meet the F^yments during the first 
few vears of the loan. Supfx^se a 
new house sells for $150,000. After a 
dinvn pavment of $75,000, you still 
need to finance $75,(X)0. A 30-year 
first mortgage is available for 12%. 
which would make your monthly 
pavments 5771 .46, or beyond yoiir 




Wax tnnii l?w DaH' U»an VV^ Ciunhni 



Adjustable Rate Mortgage with 
Buy-down 

Rak ami paytncnts arc tmtially loic. then 
jump and may chan^v thnms^hout Unvi 
dqycndiug on if^^' index, 

budget. However, a buy-down is 
available: for the tirst ihfi^e years, 
the developer will subsidi/e vi-^ur 
payments, bringing down the inter- 
est rate to 9''o. This means vour 
pavments are only S61B.47. which 
vou can atford. 

There are several things to think 
about in buy-downs. First, consider 
what your payments will be atter the 
first few years. If this is a fixed rate 
loan, the payments m the abine 
example will jump to the rate at 
which the loan was originally made 
_ 12% — and total more than S/ /O. 
If this IS an adjustable rate loan, and 
the index to which your rate is tied 
has risen since vou tcH>k out the 
loan, vour payn ents could gi> up 
even higher. 

Second, check to see whether the 
subsidy i*^ part of your contract with 
the lender or with the builder If it's 
provided separately b\' the builder, 
the lender can still hold you liable for 
the full interest rate ( 12% in the 
above example), even if the buUder 
backs out of the deal or goes out of 
business. 

Finally, that S150iX)0 sales price 
tnav have been increased ti^ cover 
t ie builder s interest subsidy. A 
comparable home may be selling 



an>und the corner for less. At the 
name time, competition may have 
encouraged the builder to offer yi^u a 
genuine savings. It pays to check 
anmnd. 

There are also plans called con- 
sumer buv-dow ns. In these loans, 
the buver makes a sizable down 
pavment, and the interest rate 
granted is below market, other 
words, in exchange for a laige pav- 
ment at the beginning of the loan. 
vi>u mav qualify for a lower rate on 
the amount bornnved. Frequently 
this tvpe i>f mortgage has a shorter 
term than those written at current 
market rates. 

Rent With Option to Buy 

In a climate of changing interest 
rates, some buyers and sellers aa^ 
attracted to a rent-with-^ ^tion ar- 
rangement. In this plan, vou rent 
pniperty and pay a premium Un the 
right to puahase the propertv 
within a limited time period at a 
specific price. In some arrange- 
ments, vou may apply part of the 
rental payments to the pua'hase 
price. 

This approach enables vou to k^ck 
in the purchase price. You can also 
use this method to buy time m the 
hopi^ that interest rates will de- 
crease. From the seller's perspective, 
this plan mav pnn ide the buyer time 
to obtain sufficient cash or accept- 
able financing to proceed with a 
purchase that may not be possibk^ 
otherwise. 

Reverse Annuity Mortgage 

If you already own your home and 
need to obtain cash. vi>u might con- 
sider the reverse annuitv mortgage 
{RAM) or "equity conversion. In 
this plan, vou obtain a U>an in the 
form of monthly payments er an 
t^xtended period of time, using your 
propertv as collateral. When the kun 
comes due. you repay both the prin- 
cipal and intea^st. 
A RAM is not a mortgage m the 
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Ci>n\ ontional sense. You um't obtani 
a RAM until you have paid oft vour 
original mortgage. Suppi^se y4>u 
own vour home and you need a 
source ot money \bu could draw up 
a contract w ith a lender that enables 
\ ou to bom>w a given amount each 
month until vou've reached a ma\- 



imum ot. tor example. siUjHXl At 
the end ot the term, vou must repa\ 
the loan. But rememben it s ou di> 
not hav e the cash a\'ailab!e lo rc\\n 
the lam plus interest- vou wil! have 
lo si'll the pn^pertv or take out a now 
ioan. 



Losing Ground 



Repaying debt gradually through 
payments of principal and inter- 
est is called amortization. Today's 
economic dimate has given rise to 
a reverse process called negative 
amortization. 

Ne^tive amortization means 
tlut you are l(^ng — ncrt gaining 
— vahie, or equi^ This is 
because your monthly payments 
may be too low to cover the 
interest rate agreed upon in the 
mortgage contract. Instead of 
paving the full interest costs now, 
youH i»y them later — either in 
larger paymeits or in more pay- 
ments. Ybu will also be paying 
interest on that interest. 

In other wotds, the lender 
postpones collection of the 
money you owe by incrrasing the 
size of your debt. In extreme 
cases, you may even lose the 
equity you purchased with your 
down payment, leaving you in 
worse financial shape a tew years 
after you purchase your home 
than when you bought it. 

Suppose you signed an ad- 
justable rate mortage for $50,000 
in 1978, The index established 
your initial rate at 9.15%. It nearly 
doubled to 17.39% by 1981. If 
your monthly payments had kept 



pace with the index, they would 
have risen from $408 to $722. But 
because of a payment cap (see 
page 6), they stayed at $408. By 
1^ your mortgage had swelled 
from $50,000 to $58,350, even 
though you had dutifully paid 
$408 every month for 48 months. 
In other words, you paid out 
$20,(KX) but you were $8,000 mon? 
in debt than you were three years 
earlier. During the next few years, 
despite the fact that the index fell 
gradually, you were still paying 
off the increases made to your 
principal from earlier years. 

Certain loans, such as gradu- 
ated payment mortgages, are 
structured so that you regain the 
lost ground with payments that 
evwitually rise high enough to 
fully pay off your debt. And you 
may also be able to pay off the 
extra costs if your home is gaining 
rapidly in value or if your income 
is rising fast enough to meet the 
increased obligation. But if it isn't, 
you may realize a loss if, for ex- 
ample, you sign a below-markot 
adjustable rate mortgage in Januarv' 
and try to sell the home in Au- 
gust when interest rates are higher. 
You could end up owing mon? 
than you'd make on the sale. 



ERIC 



..tVAtV^i...... 




PAyMENT Tables 

8% Annual Percentage Rate 12% Annual Percentage Rate 
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10% Annual Percentage Rate 



Monthly ^ymenU iffia^i^i and Interet!)* 

10 15 20 
Ye«n Yr«rf Y«»» 



Amount 5 

financed Ye«r» 

^2^000 ^^1 18 X30 38 268^5 241 

V tWO 637 41 V*6 45 322 -^ 289 51 

I'iOHO "43 6'i 462 53 37611 76 

H49H8 ^»60 42^ 84 386 01 
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11% Annual Percentage Rate 



!Vf«iitl!ty fttrawr^ tPriart^l udintenni! 

_ 10 15 20 25 

Y^wra YMf9 Y*m Ymi» 
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U% Annual Percentage Rate 

Mpfrthiy Pigments ! Peine ip*! «id Inttnwtl* 
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15% Annual Percentage Rate 



Monthly P»ym#nt»<Princt5yal and Initrwtl* 
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Monthly Payments ^Prtncipal and Snt»mt> 
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Amount 
Financed 
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r'nnopa 



Kr\ i^r-o AnnuUv 
.\RMluaur : R] ; ^ 
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FTG Offices 



i^odera! iVade CofTirniShion 
6Ui & i vnns-a!vr?nia rXw^ivK'. \a 
Washingioii; DC 20580 
f 202^ 326-2222 

J7]8 I'eachiree Sirecu XAV 
/V r U-. A 1^^ . C e o rgi a 3 03 h7 ^ 
(40-i ) 347-i636 " 

iO OnJsexva\" Sireel 

BOSTON, MassachuseUs 02222. 

^(6!/VBd5>7240- 

55 Easi'iVlonnae Sireet 
Ci^ilCAGO, RiiiH)r- o0d03 
(312) 3d3-'R? ij ' ^ ^ 

668 cuclki Ave^uje 
CLEVi2i,ANaOhK)aAiJ4^ 

(216^)522-4207 



i)ARb\s. U^xas 75201 ^ . 
(2ia) 757o?i^i 

Ri05 Cunr^ SRvoi ^ . 

i)h\\MjA Cok)rudo80202 
(303) 844-2271- 

liOOt^ la'iKiiire Boulevard . - 
LOS AXGRLRS. Caiimrnia ^■M)024 
(3!0) 575 ' 7375 - ^ ~ . 

XEK YORK. Xe\c -lArk 1003B 
, (2 1 2) 254 A 207^ . - 

901 MarK^^i SUeeR - ^ 
SAX FRiANCiSCO, Caiiforma '^44i>: 
■ f4l5) 7-H-7Q20' ^ - , • 

Ql 5 Second Avenue ' . , ^ , 
SHaTTL£> V\',isningtOn3^8i aR R 
r206y553-4n55 . 
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